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GOING VALUE 



BY HALFORD ERICKSON, 

Member Wisconsin Railroad Commission. 

Before Indiana Electrical Convention, Indianapolis, Sept. 23d, 1914. 



The subject assigned to me for this paper was '* Valuation 
for Eate-Making Purposes". When a few days ago I got down 
to work on the paper, however, I found this subject to be so 
comprehensive that neither the time nor the space at my dis- 
posal would have enabled me to cover it as fully as it should be 
covered, or as its importance demands. In view of these facts 
I was forced to limit my paper to only one j)art of the subject, 
namely, that of */ Going Value.'' 

One of the storm centers in the modern theory of rate regu- 
lation is the problem of "going value'', or, as it is sometimes 
called, the ** value of an established business". This problem 
has proven a difficult one to solve because from its very nature 
it concerns itself with something intangible and because those 
who have introduced the problem to us have been guilty of 
some rather careless thinking. The self-interest of advocates 
has found it to be a convenient means of pressing large claims 
for value. This tendency has in its turn brought a reaction 
against it from many who now demand that nothing sbouIdT be 
allowed for this so-called "intangible". So it has come about 
that in the strife of conflicting interests we are in danger of los- 
ing our economic basis for price fixing, for the real basis of both 
price and value are economic. In addition to the above, what 
has brought further difficulty is the tendency in some quarters 
to draw conclusions quickly without a proper sensing of the 
problem in all its phases. 

The object of this paper is to briefly explain what is meant by 
going value, the position of the courts upon this subject, how it 
is determined, and what should be done with it. In addition 
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to this, illustrations are included which show how the costs 
which form the bases of going value, as understood by the Wis- 
consin Commission, are actually determined. Incidentally, cer- 
tain criticisms of the Commission's methods in determining 
values will also be touched upon. 

What is Meant by ' ' Going Value ' ' ? 

Like most other intangible concepts, the concept of value can 
be made definite and distinct when we begin to think about it in 
an ordinary common sense way. Similarly the concept of go- 
ing value can be made tangible and distinct when we cease 
thinking about it vaguely. Just as value in general has been 
defined in the sense of reasonable or normal cost and just as by 
means of this definition we have been able to get reasonably 
close valuations of tangible physical property, so by a similar 
definition will it be possible to get reasonably close valuations 
of an intangible element like ''going value''. The cost principle 
contained in this definition will, if properly applied, act as a 
chemical reagent to .precipitate what w:as formerly held in solu- 
tion. • 'This definition of ' ' going value ' ' is about as follows ; * ' Go- 
ing value represents the reasonable cost or financial sacrifice 
incurred by the investor in building up a business which will 
yield a fair return upon the fair value of the tangible physical 
property." 

In explanation of the principle contained in the above defi- 
nition, I will quote from what I said in one of the early deci- 
sions of the Wisconsin Railroad Commission (in Hill v. Antigo 
Water Co. 3 W. R. C. R. 623, 706, one of its earliest decisions 
on the subject) . The opinion reads : 

' ' A mere physical plant, no matter how perfect or how well it 
is adapted to the purpose for which it is intended, amounts to 
but little unless it has or can obtain a paying business. With- 
out business it is a dead mass instead of a living concern earn- 
ing profits. To have profits it must have business or customers 
who avail themselves of the services it renders at rates that 
yield an adequate income. But new plants are seldom paying at 
the start. Several years are usually required before they obtain 
a sufficient amount of business or earnings to cover operating 
expenses, including depreciation and a reasonable rate of inter- 
est upon the investment. The amount by which the earnings 
fail to meet these requirements may thus be regarded as deficits 
from operation. These deficits constitute the cost of building 
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up the business of the plant. They are as much a part of the 
cost of building up the business as loss of interest during the 
construction of the plant is, a part of the cost of its construc- 
tion. They are taken into account by those who enter upon 
such undertakings, and. if they cannot be recovered in some way, 
the plant fails by that much to yield reasonable returns upon the 
amount that has been expended upon it and its business. Such 
deficits may be covered either by being regarded as a part of 
the investment and included in the capital upon which inter- 
est is allowed, or they may be carried until they can be written 
off when the earnings have so grown as to leave a surplus above 
a reasonable return on the investment that is large enough to 
permit it. * * * Whether they should go into the capital ac- 
count, or whether they should be written off, as indicated, are 
questions that largely depend on the circumstances in each par- 
ticular case/' 

This, in brief, explains the position of the Wisconsin Commis- 
sion on * Agoing value *'. Nor has it ever departed from this po- 
sition in any decision since the one just quoted. Whatever elso 
may in some quarters have been assumed to have been included 
by it in ' ^ going value ' ' is a pure assumption and has no founda- 
tion in fact. To be sure, it has at times varied the methods by 
which going value is appraised, but the principle upon which 
such appraisals rest has never varied. 

It is of course a fact that if the rates could be fixed, as in 
rare instances they actually have been, at a sufficiently high 
point in the beginning to cover all legitimate expenses, includ- 
ing a reasonable return on the investment, the deficits might be 
greatly reduced and the cost of developing the business almost 
wiped out. Generally speaking, however, such rates seem to b3 
almost entirely out of the question. Until a sufficient number 
of customers have been obtained, such rates would as a rule be 
too high. Instead of increasing the earnings they would be 
likely to decrease them. There are even cases where such rates 
might be entirely prohibitive and result in no earnings whatso- 
ever. 

Hence we find that it is the almost universal experience of 
plants to show deficits below what are reasonable earnings for 
at least some of the early years. The plants do, of course, try 
to overcome these deficits both by necessary adjustments in the 
rates and by direct expenditures to develop new business. Since 
public service enterprises are in a measure businesses of increas- 
ing returns, it is in line with good business principles that such 
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methods be adopted. In the face of all this, should a public 
regulating body, charged with the responsibility of adjusting 
the relations between investors and consumers upon legal and 
equitable bases, deliberately disregard this condition? It is 
submitted that this can not be done and still enable the regulat- 
ing body to square itself with existing law and sound economics. 
At a recent meeting of the American Economic Association, 
Professor J. H. Gray of the University of Minnesota read a pa- 
per on **The Regulation of Public Service Corporations". Dis- 
cussing what he calls *'The vagaries of valuation", the author 
definitely commits himself to the policy of adjusting the rela- 
tions of consumers and public service companies upon the legal 
basis of ''principal and agent". This basis the author defines 
briefly to be about as follows: ''An agent is entitled to a just 
compensation for his services, including his outlay of money for ^ 
the principal, but in no case to any gains or profits on any trans- 
action undertaken or carried on for his principal". While it is 
my opinion that the theory of principal and agent can not be 
made to apply here, the discussion of its applicability being en- 
tirely outside the scope of this paper and one to be reserved to 
those more learned in the law, it seems that the cost principle 
of determining going value outlined above very well meets the 
requirements of even the theory of principal and agent. It is 
also a little difficult to understand the reasons for insinuations 
by the same author against the fairness of the Wisconsin Com- 
mission's method of determining the value of public service 
properties : 

"The limit, up to the present, to which this vagary has car- 
ried us is found in the claims of the companies in the recent 
Superior, Wisconsin, rate ease. The Commission's engineers, 
on their well known liberal principles of estimating the cost of 
reproduction, found the value of the combined plants to be 
$1,349,523. This, of course, includes contingencies, interest 
during construction, organization expenses of all sorts, con- 
tractors' profits, and so on. The company demanded an addi- 
tional value for rate purposes of $182,734 for accrued and un- 
met depreciation on existing property, $202,200 discount on 
bonds, $5,448 on organization expenses, $24,914 for gas connec- 
tions which they do not own, $92,516 on property previously 
discarded, or a total addition of $508,085, or 36 per cent of the 
value, not of the investment in the physical plant, but of the 
hypothetical cost of reproducing that plant." 
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The above skillfully worded assertion was evidently meant to 
convey the idea that the Commission, if it did not actually allow 
the items enumerated, was largely and wrongly influenced in 
making its final valuation by the claims advanced. He then evi- 
dently sought to mitigate the above insinuations by a foot-note 
in which he quoted a figure which he assumed to be the valua- 
tion fixed by the Commission, which figure did not greatly ex- 
ceed the present value of the physical properties. His position 
in the matter, however, deserves some notice. 

The theory of principal and agent which he resorts to in order 
to obtain some basis upon which to exclude from the valuations 
of public utilities such items for going value as those allowed by 
the Commission does not only fail to sustain his position in the 
matter, but on the contrary it supports the course of the Com- 
mission. Under this theory the agent or utility i^ entitled to 
''just compensation for his services including his outlays of 
money for his principal." If this means anything it is that the 
losses incurred because the plant failed to earn reasonable com- 
pensation is a just charge agaijist the public. It means that the 
plants must be compensated for such losses or outlays of money 
not only during a development period of normal length only, as 
assumed by the Commission, but for the entire time such losses 
have appeared. The principal and agent theory is thus in ef- 
fect even more favorable to the utilities in this respect than the 
Commission has ever been. That this is the case becomes clear 
when it is pointed out that many utilities, especially among the 
smaller ones, have earned less than what is ordinarily regarded 
as reasonable returns not only during a development period that 
might be considered normal, but for a much longer time than 
this. 

Again, by saying ''the Commission's engineers, on their well- 
known liberal principles of estimating the cost of reproduction, '* 
he evidently intends to convey the impression that the Commis- 
sion and its engineers are unduly liberal in favor of the utili- 
ties. Now this insinuation must be based on hearsay evidence 
only, for it is contrary to the facts and is not supported by any 
evidence. In order to pass upon the fairness of a valuation, it 
is necessary to examine in detail the inventories of the property, 
its character and condition, the unit prices used in computing 
the costs, the bases upon which its depreciation was determined, 
and many other facts of this nature. These facts are available 
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in the offiee of the Commission, but they have not been examined 
by Mr. Gray, either personally, or, as far as known, through any 
competent engineer. It might be added in this connection that 
several of the Commission's valuations, on appeals, have succes- 
sively passed through the courts, not one being revers:d. They 
have also been subjected to other tests equally severe without 
serious effect. Many of its valuations are also accepted without 
any contest by engineers and attorneys who represent the muni- 
cipalities or the public, as VvtII as by these w^ho represent the 
utilities. 

Of the items thus enumerated by Mr. Gray as specific exam- 
ples of the ^^ vagaries'' which he says have crept into the valua- 
tions fixed by *' learned courts and tethered commissions", there 
are several which may contain important features which deserve 
serious consideration and which can by no means be justly 
brushed aside in the easy offhand manner in which he evidently 
thinks they should be disposed of. Such items as he classes as 
vagaries are met with in most of the moi*e important appraisals ; 
but no competent and conscientious appraiser who has had ex- 
perience in such matters ever peremptorily dismisses them from 
consideration until they have been fully and fairly examined 
and their merits and demerits determined. When the claims for 
discounts on bonds, for example, are thus analyzed, it is fre- 
quently found that they are made up of various items that de- 
serve little or no consideration, as well as of various other items 
that may deserve a great deal of consideration. Discounts on 
bonds necessarily incurred in order to obtain needed capital are 
of the nature of interest charges, and must as a rule be provided 
for either by being charged to the cost of construction, like the 
direct interest charged for the period involved on the capital 
used, or by higher rates of interest later on, charged against the 
cost of operation. 

In order to illustrate the nature and importance of discounts 
of this sort a few figures will be given. During the past few 
years, bonds issued by the smaller utilities bearing interest at 
5 per cent covering not more than about 80 per cent of the cost 
of the plant and business, liave had to l)e offered to the public 
at eliscounts of from 8 per cent to 15 ])er cent, or thereabouts. 
In addition to this, a selling expense of from say 2 per cent to 
5 per cent or more must be met, which selling expense covers the 
charges of bond houses and bankers for distributing the bonds 
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among their customers. The total discount which the utilities 
thus have to bear often amounts to 15 per cent or more. A dis- 
count of this amount on a 5 per cent twenty year bond means 
that the annual cost of the capital obtained is thereby increased 
from 5 per cent to about 6 per cent. 

Such discounts, however, are as much a part of the cost of 
obtaining capital as is the rate of interest stipulated in the bond. 
They must be assumed by the utilities in order to obtain the nec- 
essary capital for new plants and for new additions to existing 
plants. They must also be borne by the public. If they are not so 
borne, the public will, in the long run, have to do without much 
needed service. In this connection it is well to bear in mind that 
utilities, the same as other enterprises, must obtain their capital 
in the open market at prices fixed by economic forces over which 
they have no control. 

Whether discounts of this kind sliould, like the balance of the 
interest charges during construction, be charged to the construc- 
tion for v/hich they are incurred, or covered by higher interest 
charges later on, as suggested above, is a question that for each 
plant must be settled in the light of the conditions by which 
the plant is surrounded. They must, however, be disposed of in 
the one way or the other. Mr. Gray did not give his reasons for 
stating that such discounts should not be considered in the ap- 
praisals ; but it would be interesting to know on what principles 
of equity and public policy his position is based. 

In analyzing other items in the *S^agary^' gi'oup, similar con- 
clusions are reached. Ordinarily, the Commission allows about 
one per cent of the construction cost for organization, legal and 
certain other expense items, including clerk hire and office rent 
during the construction period. In many cases this allowance 
is found to be high enough, but in other cases again it is far from 
sufficient. In cases where law suits and other complications 
are met with, the legal expenses alone are apt to amount to ssv- 
eral timv?s as much as this allowance. Again, when it comes 
to depreciation and superseded property or to claims therefor, 
no engineer or appraiser of integrity would feel justified in pass- 
ing upon the same without knowing the extent of and the rea- 
sons for such supersession, whether in the past the depreciation 
allowances and the earnings for the same have been sufficient, 
and many other equally pertinent facts. In many cases much 
of the property of a utility may have had to be discarded long 
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before the end of its life and before the cost of the renewals was 
covered by the amount set aside for depreciation, because of mu- 
nicipal and other similar requirements. There are thus many 
conditions under which claims under the above heads may, for at 
least a part of their amount, be entitled to consideration. It 
is the plain duty of courts, commissions and appraisers to inves- 
tigate such claims and to give them such weight as that to which 
they are equitably entitled. This is precisely what the Commis- 
sion did in the case mentioned, as the conclusions therein plainly 
show. Mr. Gray, however, would eliminate all such items from 
the appraisals without any investigation as to their merits or how 
they may have had to be incurred. 

The Courts on Going Value. 

The statement has been frequently made, and it has been re- 
iterated by the author who has just been mentioned, that law 
and economics have parted conipany. . Whatever the position of 
some courts in individual cases may have been in the past with 
respect to going value, the more recent decisions certainly show 
that courts now appreciate the economic significance of the sub- 
ject. For the purpose of pointing out the position of the courts 
upon this point during the past two or three dacades, a few of 
the leading cases in which the courts have had to pa^s upon go- 
ing Value will be reviewed. 

The cases in which the precise question of allowing going val- 
ue and the amount of the same has arisen are comparatively few. 
So far as purchase cases are concerned, without going into a 
lengthy review of the same, it can be said that from the decision 
in National Water Works Co, v. Kansas City, 10 C. C. A. 653, 
on to the decision of the United States supreme court in Omaha 
V. OmaJia Water Co. 218 U. S. 180, there seems to be little doubt 
that a ^'fair and equitable valuation '' requires a consideration 
of the element of going value. We are told also in these deci- 
sions that ' ' the additional value created by the fact of many con- 
nections with buildings, with actual supply and actual earnings, 
is not represented by the mere cost of making such connections." 
We are told further that *'good wiir' which so largely measures 
going value in competitive commercial enterprises cannot be tak- 
en as a nxeasure of the going value of enterprises which are in 
the nature of natural monopolies. 
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While scarcely a purchase case can be found which does not 
recognize ''going value'', still when the same question arose in 
cases involving the fixing of rates it has been seriously fought 
over. Going value for rate-making purposes and going value 
for purposes of sale appear to be distinct concepts in tiie minds 
of many people, thereby giving ground for the conclusion that 
a principle applicable in one case is riot necessarily applicable 
in the other. The courts, however, have allowed going value in 
rate cases, as may be seen from more recent decisions. 

In the case of Columbus Railway & Light Co, v. City of Co- 
lumbus, before the United States circuit court for the southern 
district of Ohio, the court concurred in the report of the special 
master who had declared that the company was also 

am * # entitled to a fair valuation of what may be called 
its going business, or its good will, that intangible addition to 
the assets to e"very corporation which arises out of its manage- 
ment, and is a gradual growth from its organization, consist- 
ing in this case of a knowledge of the business, a knowledge of 
the wants and demands of its customers, a knowledge of the 
growth of the city, and the tendencies of that growth as it has 
been observed through a period of years; the organization of 
its office and operating department, and, in general, all the ex- 
perience which belongs to and is the property of every going 
concern, and which is acquired through a period of years of ac- 
tive operation." 

Admirable as this exposition may be of that intangible some- 
thing called ''going concern'', the importance of which all op- 
erators are impressed with, still it seems to me that it fails def- 
initely to explain why a going concern has a value upon which 
the company is entitled to earn. It fails to call attention to the 
•other very important consideration that few undertakings are 
remuneration from the start, that business must first be devel- 
oped before the concern is in every sense a "going", or, better, 
a "paying concern". Again, even if it is granted that the fac- 
tors mentioned by the court have a real tangible value capable 
of measurement, what is the proper limit of such value? It is 
not clear to me that these factors, though valuable, are properly 
and fairly appraised and included in valuations for rate-making 
purposes. 

In the case of Bes Moines Water Co. v. City of Des Moines, 
192 Federal 193, the special master had included an allowance 
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of about 10 per cent of the physical value for the value of the 
business as a ''going concern''. In approving the master's re- 
port, Judge McPherson recognizes early losses, for after recit- 
ing instances of increased value due to ''going concern" in the 
competitive and public service fields, he says: 



' ' These rules apply with equal force to a water works system. 
It took a long time to build up the system. First, it had to get 
in touch with patrons, make contracts and install meters and es- 
tablish the business. During that period the capital stock was 
not earning what it should have earned. Now that it is a 'go- 
ing concern' it is entitled to have these values considered in ar- 
riving at the true valuation of the plant. Such reasoning is 
endorsed by courts, both national and state supreme courts, and 
such conclusions are the result of sound reasoning. Such are 
the tests in all other vocations and business enterprises." 

The above is a fairly comprehensive view of all the considera- 
tions upon which going value is founded. It also gives the ethi- 
cal basis upon which these allowances rest. It goes much further 
in these respects than the Columbus Railway & Light Co. casa 
previously cited. 

The case of Pioneer Telephone & Telegraph Co. v. Westen- 
haver, 118 Pacific, 354, before the supreme court of Oklahoma, 
contains a discriminating discussion of going value. Pait of its 
discussion is as follows : 

' ' During the time of developing there is a loss of money actu- 
ally expended and of dividends upon the property invested. 
How should this be taken care of? Must it be borne by the owners 
of the plant or by the initial customers, or shall it be treated as 
a part of the investment or value of the plant? Constituting 
the basis upon which charges sjiall be made to all consumers, 
you will receive the benefits from the increased service render- 
ing power of the plant by reason of these expenditures. It 
seems that the last solution is the lawful, just and correct one. 
If rates were to be charged from the beginning so as to cover 
these expenditures and earn a dividend from the time a plant 
is first operated, the rate to the first consumers would be in 
many instances, if not in all, so exorbitant as to be prohibitive 
and would be so at the time when the plant could ba of least 
service to them. On the other hand, the public can not expect 
as a business proposition or demand as a legal right that this 
loss shall be borne by him who furnishes the service ; for invest- 
ors in public service property make such investments for the re- 
turn they will yield, and if the law required that a portion of 
the investment shall never yield any return, but shall be a loss 
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to the investor, capital would unwillingly be placed into such 
class of investments ; but the law in our opinion does not so re- 
quire. Private property can no more be taken in this method 
for public use without compensation than by any other method. 
When the use of the property and the expenditures made during 
the non-expense-paying and non-dividend-paying period of the 
plant are treated as an element of the value of the property upon 
which fair return shall be allowed, then the burden is distributed 
among those who receive the benefits of the expenditures and the 
use of the property in its enhanced value." 

Diametrically opposed to the decision just quoted is the one 
delivered by the California supreme court in Contra Costa Water 
Co, V, City of Oakland, 113 Pac. 668. After stating that the 
value of the going business and of the franchise depends upon 
earning power and that these elements "would appear to play 
a very small part, if any, in the matter of valuation" because, 
earning power '^depends on the rates to be fixed annually by the 
city council in such a way as to give only a fair return on the 
property in use", ^^^ because ''the franchise is neither exclu- 
sive nor defined by any special contract with the city", the court 
continued: *'The theory was * • * that this value was measured 
by the losses sustained and the deficiencies of income accruing 
to it, in the early period of its operations, and up to the time 
that it had been brought to a paying basis." Here the court 
sets forth the methods employed by various witnesses in estimat- 
ing the deficiency in income. In regard to this evidence the court 
says : ' ' We think it very clear that it had no relation to the ques- 
tion of present value and afforded no basis for any valuation 
by the trial court of either of these elements, franchise or going 
concern. * * * It is unnecessary to say that the burden was 
on plaintiff to furnish data showing that these elements had 
a distinct independent productive value, before any such value 
could be included. ' ' 

It may have been that the question of an allowance for going 
value was not properly presented to the court, or, if properly 
presejited, that no such deficiency in earning could legally have 
accrued in view of some condition affecting the power reserved 
to the city through franchise provision, of annually fixing the 
rates so as to give only a fair return on the property in use. If 
this is true, the decision is by no mearns adverse to the principle 
of allowing something for ''going value" when there is unre- 



— 12 — 

quited expenditure for the development of the business. Where 
the reasoning of the court appears to be out of line with the 
facts (especially from an economic point of view) is where it in- 
sists that going value must be proved to be a "distinct, inde- 
pendent, productive value". (It must be that the court had in 
mind here a productive value such as can be imputed to an item 
of physical property such as mains and services.) That going 
value is in a very real sense a productive value and that it is in 
fact based upon the value of tangible physical property must be 
clear when it is remembered that going value can accrue only 
when the revenue has been insufficient to pay reasonable operat- 
ing expenses, including reasonable allowance for depreciation 
and for returns for interest and profit upon the fair value of the 
physical property. It is because such earnings had been devel- 
oped that the physical property may be appraised at cost. Had 
such earnings not been developed the physical property may not 
have been worth more than its scrap value. Since these earnings 
thus have productive value, it necessarily follows that the cost 
of developing these earnings, like the cost of securing the physi- 
cal property, must have productive value. It is contrary to ordi- 
nary business experience to assume that capital can be contin- 
uously commanded and enlisted in an enterprise if such costs are 
not given due consideration in the appraisals and in the determ- 
ination of prices or rates. 

A strictly legal view of the subject is given by the United 
States supreme court in Ceda/r Rapids Gas Light Co, v. Cedar 
Rapids, 223 U. S. 655. After stating that good will was very 
properly left out of consideration, it says with respect to going 
value : 

''An adjustment of this sort under a power to regulate rates 
has to steer between Scylla and Charybdis. On the one side, if 
the franchise is taken to mean that the most profitable return 
that could be got, free from competition, is protected by the 
Fourteenth Amendment, the power to regulate is naught. On 
the other hand, if the power to regulate withdraws the protec- 
tion of the amendment altogether, then the property is naught. 
This is not a matter of economi<; theory, but a fair interpreta- 
tion of a bargain. Neither extreme can have been meant. A 
midway between them must be hit." 

The New York public service commission, second district, con- 
tends that ''going value" is sufficiently considered when the 
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physical property is valued at normal costs; in other words, 
when scrap values are not taken. It claims also that going value 
is given consideration in the usual percentage additions for over- 
head expenses. Finally, it concludes in MayJiew v. Kings County 
Lighting Co,, that '*in the opinion of the Commission, whatever 
allowance should be made for the various factors covered by the 
somewhat vague and indefinite term, 'going value' beyond what 
has already been conceded should be made in determining the 
fair rate of return.'' 

Now it seems the property of public service companies ought 
ordinarily to be valued at its normal cost ; that only in case it can 
be shown that the property is surrounded by abnormal condi- 
tions such as faulty construction, mistakes of location, lack of 
growth of the community served, etc., can its value be taken at 
anything less than its normal cost. In fact, it is one of the fun- 
damentals of the economic theory that items of property capable 
of rendering services valuable in and of themselves are worth 
at least what it would normally cost to produce them. Under 
competitive conditions, such properties may even be worth more 
than their normal cost due to the market conditions with which 
they are surrounded. Under monopolistic conditions, however, 
where considerations of market have less legal significance, such 
properties are worth only what they cost. This is the reason why 
all computations as to the ''fair return" on the "fair value" be- 
gin with the normal cost of the properties, and a so-called intang- 
ible value for going concern arises when properties are unable 
to realize such "fair return" from the start. This added value 
gives the owners no more than what they are entitled to get un- 
der monopoly conditions. If the total value of those properties 
inclusive of their going value can never exceed the normal cost 
of the physical properties alone, what is to become of them while 
they acquire a paying business ? To endeavor to provide for such 
losses through higher rates of interest later on would hardly seem 
to be the best way of dealing with them. 

All who are familiar with our complicated industrial and com- 
mercial conditions understand how difficult it is to determine 
what is a fair rate of return for interest and profits on the fair 
value of the property and the business involved, even when the 
rate of return is not complicated by any such extra elements as 
the making up for past losses, and other items of this kind. When 
^uch losses as those mentioned must be provided for in the rate 



— 14 — 

alone, it becomes much more difficult to establish equitable rela- 
tions between the utilities and the consumers without unjust en- 
croachments on one side or the other than when losses of this kind 
are included in the valuations. Such losses are also in their very- 
nature capital charges and should therefore be treated accord- 
ingly. In view of these and other facts, is it not best and most 
satisfactory to all concerned to charge them to the capital ac- 
counts and frankly acknowledge them in the valuations? This 
method of dealing with such losses also results in more accurate 
determinations of what they amount to and how much consid- 
eration should be given to them in fixing going value. This is 
of great advantage, particularly where conditions are such that 
it may be advisable to gradually reduce them through regular 
amortization charges. 

This view seems to have been the one taken by the New York 
court of appeals in People ex rel. Kings County Lighting Co, v, 
Wilcox et al. 104 N. E. Rep. 911. The court said specifically: 
*'If going value is capable of ascertainment, it will not do for 
the Commission vaguely to consider it in fixing the fair rate of 
return.^' The court's discussion of what it regards as a legiti- 
mate ' ' going value ' ' is so clear cut, forceful yet comprehensive, 
that it is quoted in full. The court said : 

*'0f course, a reasonable need for the service from the start 
and reasonably good management is assumed. While, within 
reasonable limits, service may be provided for anticipated needs, 
a company should not construct a plant in a wilderness, and af- 
ter a city has been built around it expect to recoup losses from 
bad management. I do not include in the latter mere mistakes 
or errors in judgment which are almost inevitable in the early 
stages of any business. The fair return is to be computed on 
the actual investment, not on an overissue of securities, and the 
failure to pay dividends to the investor must be due to the 
causes under consideration, not to an accumulation of a surplus 
or to expenditures for permanent additions or betterments, 
which are included in the appraisal of the physical property; 
in other words, the actual net earnings are to be taken. Mak- 
ing proper allowance for the matters just considered, and per- 
haps for others which do not now occur to me, I define 'going 
value' for rate purposes as involved in this case to be the 
amount equal to the deficiency in net eaniintys billow a fair re- 
turn on the actual investment due solely to the time and expen- 
ditures reasonably necessary and proper to the development of 
the business and property to its present stage, , and not com- 
prised in the valuation of the physical property''. 
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While the court thus held that going value is in a sense made 
up of losses during the earlier years, it also said in substance 
that when such losses had been made up by subsequent profits 
in excess of a fair return there might be no going value. There 
is nothing to indicate, however, that such excess earnings can be 
used as offsets to any other value than such as are based on the 
losses in question. Such losses and excess profits as those in ques- 
tion are also taken into consideration in fixing going value by at 
least some of the state commissions. 

In determining such losses and such excess profits, however, 
it is necessary to have reliable data of the earnings of the plant 
and of its operating expenses, including depreciation and inter- 
est and profits for each year of its existence. In addition to this, 
it is also necessary to know by years the cost of the plant and 
many other facts relating to its business. These facts before 
used must then be tested as to their reasonableness. What is a 
fair amount for operating expenses and depreciation ? What was 
the cost of obtaining capital and the enterpriser, not only at 
first when the prospects were uncertain or the risks high, but 
later, when owing to growth and development the plant had be- 
come an investment proposition? Risks are often controlling ele- 
ments in the rates and terms upon which capital can be had. 
Hence, it often happens that what is regarded as reasonable re- 
turn for interest and profit after a paying business has been de- 
veloped may be much too low while conditions are much more 
unsettled. 

Light upon these and other questions must be had from a 
careful study of all the facts and conditions that pertain to and 
surround the particular plant in question, and from the experi- 
ence of other plants under like conditions, as well as from other 
undertakings where the conditions are similar. In this as in most 
other matters the truth is usually hidden in a mass of facts and 
is only to be brought to light through continuous and pains- 
taking analysis. Hasty conclusions in such matters, therefore, 
often lead to misleading and unjust results. 

The preceding definition, especially if it means that the busi- 
ness or the earnings to be developed should be reasonable earn- 
ings only and no more, appears to be sound from an economic 
point of view. Instead of indicating that law and economics 
have parted, it would seem to be an example of legal reasoning 
in the light of economic principles. It would even seem to meet 
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the most stringent requirements of the theory of principal and 
agent. 

How IS Going Value to be Measured or Appraised? 

Many methods are employed for determining going value. 
Some of these belong in the competitive field ; others again have 
been developed from time to time. Only three of these will be ex- 
plained herein. 

The method of determining the *' going value*' of the. business 
which was used widely at first is one that has been brought over 
from the field of private competitive business. This is the so- 
called capitalization of net earnings method. At the outset it 
should be clear that the use of this method in the field of natural 
monopoly must necessarily be attended with many difficulties. 
This method in effect will give the earning value of the plant 
and business taken collectively, and will, of course, vary with the 
net earnings and the assumed rate of capitalization. The dif- 
ference between such earning value and the '*fair value" of the 
physical property will give the value of the existing business. 
Of several objections which can be made to this method I will 
give only the most vital objection. 

The earnings of plants naturally depend upon the rate 
charged. Any increase in rates will increase earnings and any 
increase in earnings will in turn increase the earning value. The 
*'fair value" of the plant remaining approximately the same, 
the ''going value" will increase with increase in rates. It is ap- 
parent, therefore, that if ''going value" is to be allowed for rate- 
making purposes, going value will justify those rates which in 
turn will furnish the same going value again. Under this theory 
the initial rates are all-important. If they are reasonable, the re- 
sult may be reasonable. It will be difficult, however, to test the 
reasonableness of new rates and of maintaining the reasonable- 
ness of old rates as conditions change with the passage of time. 
Therefore, in order to test the reasonableness of existing rates or 
of new rates to be fixed, it is necessary to step outside this circle. 
This is imperative because public utilities have certain monopoly 
powers. The conclusion must, therefore, be that the capitaliza- 
tion of net earnings method of determining going value is fal- 
lacious because based on a wrong principle of rate fixing. 

A second method sometimes used, is that of determining the 
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cost of repi*oducing the net earnings. This has Come to be known 
as the ^ * comparative plant method'' from a peculiarity of pro- 
cedure. The amount of ''going value", according to this meth- 
od, is determined ''by the net income which a plant in opera- 
tion will have in excess of what a substitute plant of like charac- 
ter, the construction of which is begun at the time of valuation, 
can produce, the annual excess earnings being reduced to pre- 
sent worth." 

A third method is that outlined in this paper, and under which 
the cost of developing reasonable earnings for a plant becomes 
evidence of going value. This method is applied in determining 
the cost of developing such earnings during the earlier years 
as well as in estimating the cost of reproducing such earnings 
under existing conditions. This method is employed by the Wis- 
consin Commission and is more fully explained later. 

What Shall be Done With Going Value After it has Been 

Determined ? 

As has already been intimated, two alternatives are open with 
respect to the treatment of going value after it has been determ- 
ined. It may be regarded aS a part of the investment and in- 
cluded in the "fair value" upon which interest is computed, or 
it may perhaps be carried in a suspense account to be written 
off or amortized when the earnings have so grown as to leave a 
surplus above a reasonable return on the investment. While it is 
not maintained that there are not conditions under which the 
second alternative would not be equitable, there are certain valid 
reasons why the first alternative, that of charging it to the capi- 
tal, seems in most cases to be the preferable one. These reasons 
are to be sought in the circumstances by which public utility 
plants are generally surrounded as well as in considerations of 
equity and public policy. 

First, in order to amortize going value, the rates charged will 
have to be higher than when it is not amortized. Amortization 
charges must be met by consumers, regardless of whether they 
be few or many. They must be met in addition to charges de- 
signed to cover reasonable amounts for operating expenses in- 
cluding depreciation and interest and profits upon the invest- 
ment. Consequently, the rates must be higher and if in addition 
the customers are few, these rates may even become prohibitive. 



-18- 

it has been urged that we follow the methods suggested by some 
of amortizing the entire cost of the plants. What this means to 
existing rate schedules does not seem to be considered. Interest 
and profit must continue to be paid in order to get capital and 
the enterpriser. Depreciation must be provided for, since the 
plant will not render adequate service unless it is maintained in 
a good condition. Costs for wages, material and services must 
also be regularly met if the plant is to be kept in operation. All 
of these charges are necessary in order to obtain the various 
factors of production. They must be met before any provision 
can be made to write down any part of the capital. 

The real significance of amortization charges and their effect 
on the level of rates becomes most apparent when they are re- 
duced to the cost per unit of service. For five typical lighting 
plants serving cities in which the population ranged from about 
5,000 to about 350,000 inhabitants the annual charges necessary 
for amortizing the cost of the plants in twenty years on a 4 per 
cent sinking fund basis amounted to from 1.33 cts. to about 2.00 
cts. per kilowatt-hour for the ordinary short-hour lighting user 
and from about 0.5 ct. to nearly 1.0 ct. per kilowatt-hour for the 
average eight-hour-a-day power user. It is hardly necessary to 
say that these increases in the rates are great enough to be bur- 
densome to the ordinary user. If less than the entire cost of the 
plant is amortized or if such amortization charges are spread out 
over a longer period, the increases in rates will, of course, be less, 
but will nevertheless prove burdensome. Because the services 
rendered by public sei'vice plants are often rendered in compe- 
tition with other sources of supply where these practices would 
not prevail, such incerases in rates would prevent a proper de- 
velopment of the service. Territory thus may never become sat- 
urated and the maximum economy which industries of increas- 
ing return are capable of may never be realized. For we all 
know that the cost per unit of service tends to decrease with in- 
creases in population or with the number of consumers. 

A second reason why it seems best to charge * Agoing value" 
to capital rather than to amortize it, is that it makes the existing 
generation bear excessive charges which it cannot afford to bear 
in order that succeeding generations may enjoy these facilities 
at unduly low rates. This is an ethical consideration which 
should not be overlooked. The injustice is made all the greater 
if the amortization charges have to be borne while the commun- 
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ities are smaller and the cost per unit correspondingly higher. 
It may operate even to prevent many from availing themselves 
of the conveniences which such services offer and which it is their 
real purpose to furnish. When these services are necessities as 
they have become, especially to those who live in cities and vil- 
lages, the broad grounds of public policy would require that they 
be made available to as many as possible. 

A third reason why going value should be added to the capi- 
tal is that the costs which it represents are in the nature of an 
investment and, like all investment costs, should as a rule be cap- 
italized. The costs represented by going value are like the costs 
represented by interest on capital and certain other costs neces- 
sarily incurred during the construction period. To be sure, 
when going value is added to the original capital upon which in- 
terest and profits are based, it increases the charge somewhat to 
consumers. This charge, however, has proven to be quite low. 
At any rate, the total charge has never become so high that it 
could not be justified from all points of view. And since plants 
are built as much to render service to future consumers as pres- 
ent consumers, it is not unfair to have future consumers bear a 
legitimate initial cost. 

By the cost of developing reasonable earnings, which cost thus 
becomes the basis for going value, is not only meant the cost of 
developing such earnings when the plant first began business and 
under the conditions which then prevailed, but it also includes 
the estimated cost of developing such earnings at the time of the 
appraisal and under the conditions which then exist. In other 
words, the original and actual cost of the business as well as the 
cost of reproducing it constitutes evidence of going value. The 
situation in this respect for going value does not differ greatly 
from the situation for the physical property. The original and 
the actual costs are not always available, and even when available 
they fail to take account of the many changes that may have 
taken place since these costs were incurred, which changes are 
often of such nature that they should receive consideration in 
the appraisals. Most of these dianges, however, are represented 
in the cost of reproduction. Conditions which make for progress, 
under our present economic system, also often seem to demand 
that the cost of reproduction rather than the original cost should 
be the basis for values and prices. In arriving at a fair and 
equitable valuation, therefore, it is often necessary to know the 
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cost of reproducing the plant and the business as well as their 
original cost. These costs should also in each case be the normal 
costs such as obtain when conditions are normal. When the costs 
and the conditions are abnormal they should only receive such 
consideration as appears to be fair under the circumstances. 

In conclusion, it may be said that justice demands that, in the 
appraisals of public utilities, consideration be given to that ele- 
ment which is usually called going value. Such consideration is 
not only sound in theory, but possible in practice. The condi- 
tions and facts upon which it should be based are inherent in 
public utility undertakings and arise from the conditions under 
which the service is performed, the powers the utilities have, and 
the legal restrictions placed upon them. Without such consid- 
eration it is in most cases difficult if not impossible to establish 
equitable relations between the public on the one hand and the 
utilities on the other. 

The methods actually employed by the Commission for de- 
termning the cost of developing reasonable earnings, not only 
for the earlier years of the plant when the business is first de- 
veloped, but at some later date when it may be necessary to ob- 
tain some idea as to what it would cost to reproduce the exist- 
ing business at that time, are explained in the following pages. 

Original Cost. 

Going value as thus outlined is largely based on two sets of 
facts covering the plant and its business. One of these relates to 
the cost of developing reasonable earnings for the plant when it 
first began business, and under the conditions which then ob- 
tained; the other relates to the cost of developing reasonable 
earnings for the plant at a later date when it has to be appraised 
and under the conditions by which it is then surrounded. These 
costs represent in fact the most important evidence of going val- 
ue that appears to be obtainable. In order to illustrate how these 
costs are determined a brief description of the methods and some 
of the main facts employed for this purpose in a water works 
case that recently came before the commission, is included here- 
in. These particular facts, as modified, were chosen for this pur- 
pose for the simple reason that they were readily available and 
could be gotten together with less work than any other facts of 
the kind familiar to the writer. 
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In connection with these illustrations it will be necessary to 
repeat some of what has already been said. Few utilities ap- 
pear to earn reasonable returns during the earlier years of their 
existence. This is a fact tliat is quite well understood. Some of 
these utilities are probably permitted to make up at least a part 
of these losses later on, but most of them are subjected to reg- 
ulation of some sort long before the earnings are sufficient to 
cover all the deficits besides reasonable returns. Losses thus 
incurred under normal conditions should be made good in some 
way. This is demanded on the grouad of justice to the investors 
and is in line with public policy. The best, and in most cases, 
the most economical way in which this can be done is by includ- 
ing these losses in the value upon which rates are based or the 
purchase price fixed. The amount by which the total value is 
thus increased is often called going value, but is in reality only 
a sort of development cost or value. In fact, the amounts by 
which the earnings of the plant have failed to meet the ordinary 
operating expenses and taxes and provide for depreciation and 
reasonable returns for interest and profit on the investment will 
in most cases closely measure the cost of developing reasonable 
earnings for the plant, or such earnings as those to which, under 
normal conditions, the plant is legally and justly entitled. 

In making such comparisons between the earnings on the one 
hand and the operating expenses and charges on the other, it is 
important that each should be made to include all items that 
properly belong therein and that there should be excluded there- 
from all irrelevant and improper items. As to the earnings, cor- 
rect data are as a rule available, but this is not always true of the 
expenses and charges. For the latter the records are often either 
missing, incomplete, or so confused with the construction ac- 
counts that much time and work is needed to unravel them and 
to determine the fair normal cost for each item. 

Generally speaking, however, it may said that the operating 
expenses proper should include every cost necessary to render 
efficient service under competent management. They may also 
include reasonable amounts for advertising and display and for 
other efforts to make the public familiar with the advantages and 
character of the service. It may even be necessary in order to 
obtain takers to include in the expenses such costs as arise from 
reduced prices for house piping, wiring, and for other equip- 
ment. Free service, or service at greatly reduced rates for lim- 
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ited periods, may also have to be resorted to. The cost of can- 
vassing for business and the cost for experiments and demonstra- 
tions and for much other work may also be proper. 

The depreciation charges should be just about high enough 
to cover the cost of renewals when the property has to be re- 
placed. Likewise the charges for interest and profits must also 
be sufficient to cover the cost at which the necessary capital and 
the enterpriser were induced to enter the field, when these sums 
are reasonable under the circumstances. More than this is not 
necessary; less than this would have resulted in no service. 

By what has been said herein, however, is not meant that defi- 
cits from operation can be equitably taken into account in the 
appraisals regardless of the conditions under which they were 
incurred. As already stated, when such deficits are due to ab- 
normal conditions or when due to bad management, defective 
judgment, extravagance, lack of ordinary care and foresight, un- 
duly high capital charges or other causes of this kind, it is man- 
ifestly clear that they should be accorded little or no considera- 
tion in the valuation and rates. On the other hand, it is not al- 
ways safe to assume in such calculations that interest charges 
should remain as low during the earlier years when the risks are 
greater as later on when, owing to more settled conditions, the 
risks have been greatly reduced. 

In determining what is a fair cost of developing the business of 
a plant there are also many other facts and conditions to be con- 
sidered. In this connection, for instance, one should know the 
purposes for which the appraisal is made, the cost new, the cost 
new less depreciation, and the fair value of the physical proper- 
ty, whether depreciation has been earned, and if so, whether it 
has been set aside for renewals or withdrawn from the business, 
the amount that is needed for working capital, the time required 
for the development of reasonable earnings, or earnings that are 
sufficient to cover such operating expenses and charges, what 
should be the relation between the operating expenses proper 
and the earnings of the plant when it is in partial as well as in 
full operation, whether each branch of the service contributes 
its just share of the earnings or bears its just share of the costs, 
and many other facts of this nature. 

Such facts as those just outlined should cover the period when 
the earnings of the plant are first developed as well as for later 
years about the time when the plant happens to be appraised. 
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The fact is, that in order to reach sound conclusions in compli- 
cated valuation cases it is often necessary to have such facts for 
the entire period the plant has been in operation. 

To discuss in detail how correct data of this kind may be ob- 
tained is not practicable at this time. Concerning the length of 
time that is required for developing reasonable earnings, how- 
ever, a few facts may be offered. Experience indicates that for 
water works, under normal conditions, the time needed for this 
purpose varies from about three to about ten years when the 
plant first begins operations, and from two to five or six years 
later on when conditions have grown more favorable. When 
more time than this is needed, the plant is likely to be surrounded 
by abnormal conditions. Gas plants would seem to require near- 
ly as much time as this and this also is true for some of the other 
classes of utilities. Electric lighting and power plants, however, 
seem on the whole to need less time for this purpose than any 
of the other classes. The number of customers and the volume 
of their business are usually smaller at first than later on, and 
this is often the main reason why a paying b\isiness can be more 
quickly developed or reproduced when the plant has been in 
operation for some time, than it could at first. 

In all work connected with the appraisal of utilities, when, 
facts of the sort outlined are employed, it is important to know 
whether the plant is operating under normal conditions. While 
most utilities no doubt are earning, or can be made to earn, rea- 
sonable returns on a fair value of their property and business, 
there are unfortunately many plants that are so situated that 
they neither are earning, or can be made to earn, such returns. 
Plants that come in this class, however, are not subject to the 
ordinary rules of valuation, but must be dealt with in the light 
of their own special facts. 

The plant in question here began operations in 1885, has been 
in operation ever since, and is still furnishing service. To begin 
with, its revenues from hydrant rentals and other public sources 
appear to have been fairly adequate but its earnings from the 
commercial service seem small. While tlie original plant was of 
considerable size and was also extended from year to year, the 
growth of its business was comparatively slow. In fact, its earn- 
ings were not sufficient to cover operating expenses, depreciation 
and interest at 7 per cent on the cost of the physical property, in- 
cluding the working capital, during the first eight years of its 
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operation ; and a whole decade elapsed before it appears to have 
been on a paying basis. 

Two tables have been included here which bear on the matters 
before us. One of these, Table I, shows by years the investments 
in the plant up to 1894, as well as the annual interest charges 
on this investment. The other, Table II, shows by years the cost 
of the depreciable property as well as the depreciation charges 
thereon. These tables follow : 

TABLE NO. I. 

ESTIMATE OF INTEREST BASED ON COST NEW OF PHYSICAL PBOPEETY. 



Year 



1885 
1886 
1887 
1S88 
18S8 
1880 
1891 

i8ge 

1893 

I 

1891 



Depreciable 

property 

1st of 

year 



$254. 80) 
259.M4 
265.079 
270,214 
275,349 
280.485 
292,008 
305,532 
318.532 
325,375 



Non-depre- 
ciable 

property 
1st of 
year 



$12,073 
12.073' 
12.073 
12,073 
12,073 
12,073 
12,073 
12.073 
12,073 
12,073 



Total 

physical 

property 

col. 2 + 

col. 3 



Construc- 
tion dur- 
ing* year 



$266,882 
272,017 
277,152 I 
282,287 
287,422 
292.568 
304,081 
315,005 
330,605 
337.448 



$5,135 

5,135 

5,135 

6,135 

5,136 

11,523 

11,524 

15.000 

6,843 

10,195 



Total 

col. 4+^ 

001.5 



6 



$269,450 
274,585 
279,720 
284,855 
289,990 
298,320 
309,843 
323,105 

334,027 
342.546 



Interest 
7% on 
col. 6 



$18,862 
19,221 
19,580 
19,940 
20,299 
20,882 
21,689 
22,617 
23,3g2 
23,978 
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TABLE NO. II. 



ESTIMATE OP DEPRECIATION BASED ON COST NEW OP DEPRECIABLE 

PROPERTY. 



Tear 



1885 
I8g6 
1887 
1888 
1889 
1890 
1801 
1892 
1893 
1891 



Cost new of 

depreciable 

property 

first of year 



$254,809 
250,944 
265,tfr0 
270.214 
275,340 
280. 4S5 
202,006 
303. f 52 
318.532 
825.375 



Construction 

durinfK 

year 



$5,135 

5,135 

5,135 

5,135 

5,136 

11,523 

11,524 

15,000 

6,843 

10.195 



Total 

col. 2+% 

col. 3 



$257,377 
202,512 
267,646 
272,782 
277,917 
286,247 
297,770 
311,032 
821,954 
330,473 



Depreciation 

0.45% on 

col. 4 



$1,158 
1,181 
1,204 
1,228 
1,251 
1,288 
1,340 
1,400 
1,449 
1,487 



The operating expenses, including repairs and taxes of the 
plant during the period, do not seem excessive. They appear to 
have increased with increases in the extensions of the plant and 
with the growth of the business and very nearly in the same 
ratio. It will be noticed that the interest charges, which depend 
on the size of the plant or on the investment, required consider- 
able more than one-half of the revenue during the entire period. 

When the earnings by years on the one hand, and the sum of 
the operating expenses, depreciation and interest charges by 
years on the other are compared, it is found that the former 
were the greatest, but that the deficits from year to year were 
gradually growing smaller. 
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Year 



1 85 
1886 
1887 
1888 
1889 
1800 
1801 
1892 
1893 
1894 



TABLE NO. III. 

DETERMINATION' OF SURPLUS OR DEFICIT FOR OPERATIONS 

During Period 1885-189^ Inclusive. 



Opera- Deprec. 
tlon 0.45% of 



mtce. 
taxes 



cost new 



$9,000 
9,800 
10,700 
11,500 
12,200 
13.000 
13,800 
14,238 
15,476 



$1,158 
1,181 
1,204 
1.228 
1,251 
1.2S8 
1,340 
1,400 
1,449 



16,885 I 1,487 



Total 
expense 



$10,158 
10,981 
ll,r04 
12,728 
13,451 
14,283 
15,140 
15,638 
16.925 
18,372 



Total surplus and deficit. 



Gross 
revenue 



$19,000 
21,000 
23.400 
25,600 
27,800 
30,200 
32,300 
34,622 
43,182 
45, 155 



Net 
revenue 



$8,842 
10,019 
11,496 
12,872 
14,, 349 
15,912 
17,160 
18,984 
26,257 
27,063 



Interest 
at 7% 



$18,862 
19,221 
19,580 
19,940 
20,299 
20,882 
21,639 
22,617 
23,382 
23,978 



Surplus 



$2,875 
3,105 



$5,980 



Deficit 



$10,020 
9,202 
8,084 
7,068 
5,950 

4,Dro 

4,529 
3,633 



$53,456 



Table III thus shows the cost of developing earnings for the 
plant that were high enough to cover operating expenses, de- 
preciation and interest at 7 per cent on the cost new of the phy- 
sical property, including working capital and the cost of the bus- 
iness. This cost, under this method, is made up of the deficits 
during the period, which deficits began with the first year of 
operation and continued for the eight succeeding years, or un- 
til the end of 1892, when they aggregated $53,456. 

The years 1893 and 1894 show considerable surpluses over 
and above the expenses and charges just mentioned, but it was 
not until in 1895 that the earnings of the plant were high enough 
to cover the outlays in question and in addition to this also cover 
interest charges on the cost of developing the earnings. 

Since the deficits or costs incurred in developing the earnings 
are in the nature of investments, they are probably entitled to 
interest from the time they were incurred until the end of the 
period. When such deferred interest charges are included the 
total amount is, of course, considerably increased. Just what 
this increase amounts to is a matter that is greatly affected by the 



— 27 — 

rate of interest allowed, and how the surpluses in the latter years 
are treated. It is probable, however, that the total cost of devel- 
oping the earnings in question on this basis amounts to from 
$70,000 to $75,000 or to even more. 

The original cost of developing the earnings, as. thus deter- 
mined, constitutes important, but not always controlling, evi- 
dence in the determination of going value. The original cost of 
the business, like the original cost of the physical property, may 
contain elements which it might not be fair to include in the val- 
uation of some later date. 

On the other hand, facts and conditions may also have come 
into existence since the plant was constructed that are of such 
nature that they can not be fairly omitted from the appraisals. 

Thus great and far-reaching changes may have taken place 
in prices, processes and other conditions. There may also be 
questions as to whether those who actually had to bear these 
losses would be compensated if they were now taken into account, 
or whether these losses have been wdped out through reorgani- 
zations, receiverships, changes of ownership or in s:me other 
way. Consideration may also have to be given to the earnings 
and expenses of the utility subsequent to the time when it was 
brought to a paying basis. Conditions are constantly changing 
and these changes can not often be entirely disregarded in the 
appraisals. This is also in line with the position of courts and 
appraisers as well as with the situation as it obtains in the com- 
petitive field. Under free competition, for instance, prices an! 
hence values are often more affected by the cost of reproduction 
than by the original cost, and this, because of such conditions as 
those mentioned, is frequently also the case in the non-competi- 
tive field. 

Cost of Reproduction. 

It is for such reasons as those just outlined, therefore, that, 
in appraising public utilities, the cost of reproduction is obtained 
not only of the physical property, but of the earnings or bus- 
iness as well. The original cost of the property and business may 
be said to be the actual cost at the time of construction and busi- 
ness under such prices and such conditions as then obtained. 
The cost of reproduction of these elements is the estimated cost 
of reproducing them at some later date under the prices and con- 
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ditions which then prevail. The differences between these two 
costs should represent such changes as have taken place in prices 
and other conditions during the interval. In some cases these 
differences are found to be considerable; in other cases, again, 
small. The tendency now seems to be to attach the greatest im- 
portance to the cost of reproduction. One reason for this is that 
the original cost is nearly always somewhat in doubt, even where 
the records have been kept with considerable care. Another rea- 
son is that the cost of reproduction is supposed to represent the 
cost under existing conditions. These reasons are also very im- 
portant. Nevertheless the original cost, whenever it can be de- 
termined, is not only an important check upon the cost of re- 
production, but is frequently an almost indispensable guide in 
bringing about just relations between the investor on the one 
hand and the consumer on the other. If the reproduction cost 
is the cost that is mostly sought, it is probably because it is sup- 
posed to be a better or more correct measure of the present Value 
than is the case for the original cost. 

A series of computations are included herein which are in 
tended to show the cost of reproducing or developing reason- 
able earnings for the plant in question at the beginning of 1913. 
These computations are, among other things, based upon the cost 
of reproduction new of the physical property and working cap- 
ital of the plant, its operating expenses and taxes for the cal- 
endar year 1912 ; the same rates for interest and depreciation as 
those used in the preceding calculations; and upon many other 
facts as will be explained later. 

The water works in question continued to grow from the time 
it began business in 1885 until the beginning of 1913, when it 
was taken over by the city. At the latter time the cost of re- 
production new of the physicaLproperty and the working capital 
was about as follows : 

Cost reproduction new $518 , 815 

Materials and supplies 3 , 173 

Cash, etc 6,000 

Total 1527,988 

Since in this case nothing had been reserved and set aside for 
depreciation, and since for this reason the cost new less depre- 
ciation of the same becomes the measure of the value of the phys- 
ical property of the plant, it can, perhaps, be argued that this 
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cost of the physical property, instead of its cost new should also 
be used in the going value computations. This argument would 
also seem to be strengthened by the fact that the proposition is 
to reproduce reasonable earnings for the existing property when 
this property is fairly valued. Without examining these argu- 
ments in detail it can, perhaps, be said that any reductions in the 
total value of a plant that may become necessary because of fail- 
ure to set aside, for their proper purposes, the amounts collected 
for depreciation, should probably be made in the amount at 
which the physical property alone is included in the total value 
rather than in both the physical property and in its going value. 
At any rate, there would seem to be fully as much to be said in 
favor of the latter course as in favor of the former. In view of 
this it was thought proper in this case to use the cost new in com- 
putations herein. The difference between the cost new and the 
cost new less depreciation of the plant in question was estimated 
at about $60,688. As the cost neW of the total physical property 
and working capital amounted to $527,988, and as the cost new 
of the depreciable property footed up to $503,815, it is found 
that interest at 7 per cent on the former item amounts to $36,959, 
and that depreciation at 0.45 per cent on the latter is $2,267. 
The operating expenses and taxes for 1912 amounted to $36,349. 
On this basis the expenses and charges which it is necessary for 
the earnings to cover in order that they may be regarded as ap- 
proximately reasonble may be summarized as follows: 

Interest and profits $36 , 959 

Operating expenses 36 , 349 

Depreciation ■■ 2 ,267 

Total $75,575 

* 

At the time of this appraisal the plant received, as earnings 
from municipal sources, $17,976 for hydrant rentals, $2,350 for 
street sprinkling, and $1,020 from miscellaneous services, or a 
total of $21,346. This leaves $54,229 to be obtained from com- 
mercial sales in order that the earnings may cover the above cost 
of $75,575. This sum of $54,229 is somewhat lower than the 
amount the plant was actually receiving from commercial sales 
at that time. 

From past experience in such matters, and from a careful ex- 
amination of the facts in this case and the conditions by which 
the plant is surrounded, it appeared that it would take from 
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three and one-half to five years to develop the necessary earn- 
ings. In this estimate it was assumed that the $21,346 received 
from public sources would remain constant during the develop- 
ment period, and that of the commercial revenues about 35 per 
cent had been accquired by the end of the first year, 60 per cent 
by the end of the second year, 80 per cent by the end of the third 
year, 95 per cent by the end of the fourth year, and 100 per cent 
by the end of the fifth year. On these bases the reasonable rev- 
enues would be developed about as follows : 



Years 



Municipal 

Private or Com 

Total .... 

Per cent . 



1st 


2nd 


3rd 


4tli 


$21,346 
18,960 


$21,346 
32,r>S7 


$21,346 
43.383 


$21,346 ' 
51,518 


$40,326 


$53,883 
77.06 


$64,729 
88.53 


$72,864 
97.13 



5th 



$21,346 
54,229 



>75,575 



100.00 



As the proposition in this case is to reproduce or develop rea- 
sonable earnings for the property actually appraised only, it 
follows that the value as well as the interest and depreciation 
thereon remain unchanged while such earnings are developed. 
The operating expenses, however, vary partly with the pumpage 
and partly with the volume of the business. Experience in such 
matters indicates that the proportion of the expenses that varies 
with the pumpage is about 36 per cent of the total. The larger 
users are, as a rule, taken on first. As their rate per unit is low 
the ratio of the pumpage to the earnings is about twice as great 
for the first year as later on. The pumpage expense for the first 
year is therefore weighted by two. The relation of the pumpage 
for each year of the period to the pumpage for the last year 
would be about as follows: first year 62.72 per cent, second year 
77.06 per cent, third year 88.53 per cent, fourth year 97.13 per 
cent, fifth year 100 per cent. 

The operating expenses for the period, when adjusted on the 
cases outlined, were thus about as follows: 



Years 



Pumpage expense 

other expenses . 

Totals 



1st 


2nd 


3rd 


4th 


$8,208 
12,413 


$10,084 $11,585 
16,587 19,925 




$12,710 
22,428 


$20,621 


$26,671 


$31,510 


$35,138 



5th 



$13,086 

23,263 

$36,349 
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When the earnings on the one hand, and the operating ex- 
penses, including depreciation and interest, on the other, as out- 
lined above, are brought into compariscn the results obtained 
will show the cost of developing what is assumed to ba reason- 
able earnings for the plant at the time of the appraisal. That is, 
this cost is then represented by the amount by which the operat- 
ing expenses and charges, as stated, exceed the gross earnings. 
The actual annual deficits on this basis are clearly shown in the 
following table: 

TABLE NO. IV. 



Years 


1st 


2nd 


3rd 


4th 


5th 


Interest and profit 


$36,9:9 

2,267 

20,621 


$36,959 

2,267 

26.671 


$36,959 

2,267 

31.510 


$36,959 

2,2/57 

35,138 


$36,959 


DepreciatloD 


2,267 


ODeratinfir exoens*.' 


36,349 






Total cost 


59,847 
40.326 


65.897 
.-i3,8&3 


7{^736 
64,729 


74,364 
72,864 


75,575 


Total revenue 


75,575 






Deficits 


19.521 


12,014 


6,007 


1.500 








Deficit at end of fifth year... 


$39,042 













These deficits are in the nature of investments. When in- 
terest and profits at the same rate as for the physical property 
are for this reason allowed thereon, the situation is as follows: 



Years 



Deficit beginning of year. 

Interest on same 

Deficit accumulating 

Total 



TABLE NO. V. 



1st 


2nd 


3rd 


4th 


$0 

$19..}21 


$19,521 

1.S66 

12,014 


$32,901 
2,308 
6,007 

$41,211 


$41,211 
2,885 
1,500 


$19,521 


$32,901 


$45,596 



5th 



$45,586 

3,192 



$48,788 



It appears from all this that the deficits or costs directly in- 
curred in the operation of the j)lant during the development per- 
iod amount to $39,042 and that when interest at 7 per cent is 
allowed thereon these deficits are increased to $48,788. This 
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sum therefore represents the cost, in the early part of 1913, of 
developing reasonable earnings for the physical property and 
working capital of the plant when it is valued at its ccst of re- 
production new. It constitutes important evidence of what is 
the fair going value of the plant. In fact, many appraisers 
would undoubtedly accord to it greater weight than that which 
they would give to the original cost of developing the business. 
As to whether the so-called original cost of developing reason- 
able earnings, or the so-called cost of reproducing such eaminga 
at the time of the appraisal should be given the most weight in 
determining going value, is a matter that largely depends upon 
the conditions, for the fixing of a valuation is a judicial act, in 
which all the facts and conditions involved should receive due 
consideration. While the latter may be the better measure of 
the present value, questions of equity may be involved which can 
be determined from the original cost only. 

Comparative Plant Method. 

In connection with the case from which the figures used in 
the preceding analysis were taken there was presented by the 
utility an estimate of the going value under the so-called com- 
parative plant method. This method has many supporters and 
is frequently used. In order to point out some of the more im- 
portant differences between the comparative plant method and 
the method used in the preceding analysis for determining the 
cost of reproducing reasonable earnings, the more essential fea- 
tures of the former method and the result obtained thereunder 
in this case will be presented herein. 

Under the comparative plant method, as pointed out above, 
going value is supposed to be represented by the present worth 
of the difference in the net earnings at the end of the develop- 
ment period between the existing plant and a new and similarly 
situated plant starting in business at the beginning of the de- 
velopment period. 

In computing the going value under this method in this case, 
the following assumptions were made: that the necessary capi- 
tal to build a plant in all respects like the existing plant is in 
hand and available January 1, 1913 ; also, that construction will 
begin on that date, progressing as rapidy as possible, and be 
completed by December 31, 1914, that is a construction period of 
two years. 
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lt is assumed that the new plant will begin taking business Jan- 
uary 1, 1914, and continue adding new business as rapidly as 
conditions will permit, namely, at the rate of 28 per cent of the 
ultimate business to be obtained during the first year; 28 per 
cent additional during the second year; 21^ per cent the third 
year; 15V^ per cent the fourth year; and the balance, 7^/2 P^r 
cent, the last year. That is, five years for the reconstruction of 
the business of the company, which begins one year before the 
construction of the physical property is complete. 

The following assumptions were made for the existing plant: 
the value of the physical property on the basis of cost of repro- 
duction new, as determined by the Railroad Commission of Wis- 
consin, excluding paving, materials and supplies, as of January 
1, 1913, 

was found to be $512,948.00 

adding paving allowed by the Commis- 
sion 56,562.00 

adding materials and supplies as found by 

the Commission 3,173.00 

total value of the physical property is $572,683.00 

No allowance in the above is made for working capital, which 
might properly be added, but which is excluded in the following 
computations in order to avoid any question of controversy. 

The gross revenue of the company for the years 1903-1912 
shows a practically uniform and constant increase at the rate 
of $2,500.00. The operating expenses for the same period vary 
considerably, but during the latter years indicate that they will 
amount to 47 per cent of the revenue. 

It is assumed that the existing company will continue to do as 
progressive a business in the future as in the past. Therefore, 
the same rate of increase in business as has taken place in the 
past is assumed will continue during the five year period which 
is used as the basis of estimate of going value. 

It was further assumed that the gross and net earnings for the 
year ending December 31, 1912, which amounted to $78,694 and 
$39,709, respectively, and the operating expenses for the same 
period, which footed up to $36,730, were proper bases upon 
which to build up the assumed increases in the same during the 
developing period as well as for the calculations involved. Upon 
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these facts the respective net earnings of both the existing plant 
and of the comparative plant for each year during the develop- 
ment period were computed. The net earnings for the two 
plants, as thus determined, were then compared and the differ- 
ences between them were reduced to their prcssnt wer[h. The 
present worth that was thus obtained was regarded as the going 
value of the plant. The results of those calcu'at'ons are shown 
in the following table: 

TABLE NO. VI. 

GOING VALU» COMPUTATION AS OF JANUARY 1. 11)13. 



Year ending 
D«c. 31 



1913 

1914 

imr* 

1»16 

1917 

1918 

Total 



Total net return 



Existing 
plant 



$40,408 
41.780 
43.072 
44.353 
45,635 
46.920 



$202,174 



Compar- 
ative 
plant 



$15,606 
10,714 
20,446 
33,594 
42,542 
40,920 
$169,^*22 



Excess of 
existing 



$24,802 

31,072 

22,626 

10,759 

3,0C3 





$'v>2,352 



Present worth of excess 
earnings of existing plant 
over comparative plant 



Y'^ears 



1 
2 
3 
4 



5 



6 



Factor 

ate 
per cent 



Amounts 



0.943 
.890 
.839 
.792 
.747 
.705 



$23,388 

27,654 

18.98:? 

8,521 

2,310 





$g0,8>56 



Without discussing the foregoing table in detail, it may be said 
that during the period covered the net earnings of the existing 
plant exceeded the net earnings of the comparative plant by 
about $92,352, and that the present worth of this sum was $80,- 
856. This latter sum was, as stated, assumed to correspond to 
the fair going value of the plant. 

Between the comparative plant method on the one hand and 
the cost method employed by the Commission there are important 
differences. These differences are more noticeable in the defi- 
nition of the two methods and in the results obtained under them 
than in the methods themselves. The former, for instance, de- 
fines going value as the value of a created income ; the latter de- 
fines it as the cost of developing reasonable earnings for the 
plant. These definitions seem to have nothing in common. The 
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results obtained under these methods are also, as pointed out 
above, far apart. Between the deficits in the net earnings of 
the comparative plant and the deficits in the total earnings un- 
der the cost method the difference in the principles involved 
would not seem to be great. Upon closer . analysis it will be 
found that these deficits in both cases really represent the re- 
spective costs of developing the earnings of the plant. But, as 
stated, this resemblance in method does not extend to the re- 
sults. The cost, for instance, of developing the earnings is much 
greater under the comparative than under the cost method. 

One reason for this is found in the fact that the earnings to be 
developed are much greater under the comparative than under 
the cost method. In the former case, for instance, they are made 
up of the gross earnings of the existing plant for 1912, which 
g^mounted to $78,694, and of the assumed natural growth in these 
earnings for six years which was placed at $2,500 per year, or 
$15,000 for the period, a total for both of $93,694. Under the 
cost method, on the other hand, these earnings - were placed at 
only $75,575. As it costs more to develop a greater than a smal- 
ler amount, it follows that the development cost is greater in the 
former case. Another reason is that the ratio at which the bus- 
iness was recovered from year to year during the development 
period was assumed to be slower under the comparative than un- 
der the cost method. This in turn caused the deficits and hence 
the cost in the former case to become relatively greater. 

The slower ratio of growth in the business under the compar- 
ative method is evidently based on the assumption that the cus- 
tomers to be acquired had not become acquainted with the ad- 
vantages of water under pressure and that their houses were 
neither equipped with plumbing nor provided with service con- 
nections. Such conditions would undoubtedly tend to retard the 
growth of the business, but they are at. variance with the situa- 
tion. It is obvious that in reproducing a business of this nature 
it must be assumed that the customers to be had are not only fa- 
miliar with advantages of the service, but are dependent upon 
it; and that their houses are also provided with the necessary 
equipment. Those who are now takers would undoubtedly again 
become takers without any such delays as are mostly met with 
under the usual methods of acquiring customers when the bus- 
iness is first started. 

In computing the cost of reproduction to-day it is, of course, 
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necessary and proper that this cost should be based on existing 
conditions. This applies as much to the earnings as to the phy- 
sical property. This is also the theory upon which the cost of 
reproduction of the earnings in the preceding analysis was com- 
puted. Under the comparative method, on the other hand, this 
rule does not appear to have been observed. Under that method 
the earnings used were based on existing and assumed future 
conditions, while most of the remaining circumstances under 
which the earnings were developed appear to be such as existed 
at the time the plant began business. 

To use the existing revenues of the plant as the measure of 
the earnings to be developed, regardless of whether they are rea- 
sonable or not, would hardly seem to be equitable in an industry 
where the rates are subject to regulation by the government. It 
would seem that for such industries it can hardly be safe to as- 
sume any other earnings for such purposes than those which may 
be regarded as reasonable under the circumstances. 

To include the growth of the business and the plant during 
the development period in the earnings to be developed and in 
the figures upon which these earnings are computed is also 
doubtful practice. It is likely to lead to higher than reasonable 
earnings- for development purposes. It certainly results in ob- 
taining a larger plant with greater earnings than those which 
are to be duplicated. In purchase cases it would also mean that 
the cost of developing additional earnings is not only included 
in the purchase price, but will have to be borne again by the 
purchaser and the public when such additional business actually 
has to be developed. Similar duplications would also result, un- 
der these circumstances, in appraisals for rate-making purposes. 
That this is the case becomes clear when it is borne in mind that 
new extensions are seldom paying investments at the start. 

In the application of the comparative plant basis in this case 
there also occurred certain duplication of interest charges as be- 
tween the construction period and the period allowed for the de- 
velopment of the business. That is, on certain parts of the cap- 
ital interest was first allowed in the construction charges and 
again included in the costs which represent the earnings to 
be developed. This can hardly be proper. The sound prac- 
tice in this respect would seem to be to charge construction with 
all proper interest charges incurred during such construction 
and to charge against operations all proper interest charges in- 
curred during the development period, after the plant began 
operations. 



